Abstract Constructing a two-country, two-good, two-factor model of international trade under quasilinear utility functions, we prove a modified Heckscher-Ohlin (MHO) theorem which relates trade patterns to the international distribution of factor endowments in a manner that has parallels with the standard HO theorem. The MHO theorem survives imperfect competition, increasing returns and externalities.
Introduction
The determination of trade patterns is a central topic of trade theory. For a long time, the two-country, two-good, two-factor Heckscher-Ohlin (HO) model and its subsequent extensions have been the standard general equilibrium framework that explains the patterns of international trade in terms of intercountry differences in factor endowments.
Most HO models commonly assume homothetic utility functions, which are associated with the unrealistic implication that the income elasticity of the demand for every good is equal to unity.
2 Then, it may be naturally asked whether an alternative trade pattern theorem can be established under nonhomothetic utility functions.
In fact, in the last decade, there has been a growing body of research which is skeptical about the empirical performance of the HO theorem. Among others, Trefler (1995) could be attributed to two assumptions in the model. 3 The first is the assumption of identical technologies across countries and its property of factor price equalization and the second is that of homothetic preferences. In view of the developments by Trefler (1995) and his successors, it is of great interest to study the determination of trade patterns by relaxing these assumptions. This chapter examines implications of nonhomotheticity in preferences for trade patterns on the assumption that identical technologies are retained. 4 Before proceeding further, it might be helpful to outline our argument. We replace a homothetic utility function with a quasilinear one:
where u(·) is an increasing and strictly concave function and Q i , i = 1, 2, is the consumption of Good i. The quasilinearity implies that the income elasticity of Good 1 is zero, under which we establish a modified Heckscher-Ohlin (MHO) theorem which relates the international distribution of factor endowments to the patterns of international trade in a manner that has parallels with the standard HO theorem. 5 The standard HO theorem states that each country exports the good the production of which intensively uses the factor of production that is relatively abundant in that country. The MHO theorem is based on the same assumption. The difference between the two theorems lies in the meaning of relative factor abundance. This can be grasped by referring to Fig. 1 , where K and L denote capital and labor endowments of a country, say Home. In the standard HO theorem, the straight line OEM is the border of relative factor abundance whose interpretation is as follows. If the factor endowment point of the other country, say Foreign, (K * , L * ), is below (resp., above) the borderline, Foreign is defined as a labor-abundant (resp., capitalabundant) country and Home (resp., Foreign) exports the capital-intensive good. On the other hand, in the MHO theorem, the borderline is replaced by either A EM or A EM whose slope is equal to the equilibrium factor intensity of Good 2 in the above-specified preference under the assumption that the pair of (K * , L * ) exactly equals (K, L). 6 Then, if Foreign's factor endowment pair is above (resp., below) this redefined locus, it is regarded as a capital-abundant (resp., labor-abundant) country and exports the capital-intensive (resp., labor-intensive) good.
